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The Limitation of the Confirmation Process
in the Examination of Receivables
The author discusses some reasons why the
auditor may not be able to rely on the
confirmation process.
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1976 issue of THE WOMAN CPA.

Dr. Lary P. Bailey, CPA
Philadelphia, Pennsylvania

The use of the confirmation procedure in
the audit process has been recognized of
ficially by the profession since the 1939
AICPA report on Extensions of Auditing
Procedure discussed the confirmation of
accounts receivables. Although the impact
of that report was slightly reduced by SAP
No. 43, the confirmation procedure con
tinues to be a fundamental tool employed
by the auditor. In fact, this procedure,
along with the observation of inventory, is
considered to be so critical to the audit that
the auditor should "generally disclaim an
opinion on the financial statements taken
as a whole"1 if a client restricts the confir
mation of receivables.
Such a requirement may imply that the
confirmation technique is without limita
tion and, when applied by the auditor, the
results of having used the procedure can
be accepted without reservation. The pur
pose of this paper is to place the confirma
tion technique in perspective as an audit
tool by identifying some of the limitations
of this procedure.

Audit Objectives
The third standard of field work of Gener
ally Accepted Auditing Standards re
quires that evidential matter must be ob
tained and that this evidence should be
the basis for forming an opinion on the
financial statements.2 As an evidence
gathering technique the confirmation pro
cedure is probably second only to evi
dence obtained through physical inspec
tion. Thus, the confirmation results are
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normally valued as highly reliable evi
dence.
In the audit of receivables the auditor
must satisfy herself/himself as to the exis
tence and the valuation of the account
balance. Combining these audit objectives
with the confirmation technique, it can be
demonstrated that the auditor must not
apply this evidence-gathering procedure
in a mechanistic manner. In essence, the
auditor must achieve the spirit of the
phrase found in the short-form report
which reads "included such tests of the
accounting records and such other audit
ing procedures as we considered neces
sary in the circumstances."

Confirmation and Valuation
The confirmation technique does not
satisfy the audit objective of determining
the valuation of the receivables. One au
thor made the following comment in rela
tion to this problem:
It should, however, be emphasized that
agreement of a balance by the debtor
only confirms the accuracy of the re
cording of transactions by the client and
does not confirm the intention or ability
of the debtor to pay.3

Thus, to achieve the audit objective of
valuation, the auditor must refer to other
procedures. Typically these would in
clude such procedures as reviewing sub
sequent cash receipts for a receivable
population dominated by relatively large
dollar amounts or the aging of accounts
receivable balances for a population

dominated by small account balances.
Therefore, the auditor must extend the
audit procedures beyond the circulariza
tion of receivables to achieve the valuation
objective.

Confirmation and Existence
While it would be generally conceded that
the confirmation procedure does not
satisfy the valuation objective, it would be
equally agreed that the procedure does
satisfy the existence objective. However,
while the limitations of the confirmation
process in the latter objective are more
subtle, they are none-the-less important
and it is imperative that the auditor recog
nize and incorporate these limitations into
the audit approach.
The validity of the confirmation proce
dure as an evidence-gathering technique
is based on the assumption that the exter
nal party will react in a manner consistent
with that which the auditor predicts. That
is to say, if a confirmation does not agree
with the recipient's records, the recipient
will react by notifying the auditor. This
very fundamental assumption of the con
firmation process may, in fact, be invalid.
One researcher using actual accounts of
a large bank (personal loans and auto
loans) increased the balance due by ap
proximately 10%. Confirmations were
mailed out and it was established statisti
cally that less than 70% of the recipients
responded to first requests when the ac
counts were in error.
This type of error is called a non
sampling error and is seldom, if ever, con

sidered by the auditor. The effects of such
an error can be illustrated by integrating
this non-response with a statistical sam
pling example. If an auditor is using ran
dom attribute sampling in the examina
tion of 2,000 accounts receivable and cir
cularized 200 receivables with the result,
based on the returned confirmations, that
four balances were said to be in error, a 2%
error rate is established. At the 95% confi
dence level the auditor would expect that
the true error rate would fall in the confi
dence interval between 0.6% and 4.9%.
However, this assumes that there is an
absence of non-sampling errors. If the
non-sampling error rate was 50%, i.e.
only half of the errors are being discovered
through the confirmation technique, then
the revised confidence interval at the 95%
confidence level would be 1.9% to 7.5%.5
A 50% non-sampling error rate may
sound high, but in one phase of the re
search mentioned earlier only 43% of the
recipients responded to the erroneous
balances.6 In a similar study Hubbard and
Bullington found the rate to be 48.5%.7
Thus, the non-sampling error rate may
have a significant impact on the evaluation
of the returned confirmations. It should
also be noted that this problem is as appli
cable to judgment sampling, or for that
matter to 100% circularization, as it is to
statistical sampling. Statistical sampling
simply affords the opportunity of quan
tifying the results of the problem.
The appearance of non-sampling errors
presents the auditor with a dilemma. The
auditor cannot deliberately include incor
rect account balances in the confirmation
requests mailed. Therefore the question
arises as to how the non-sampling error
rate can be quantified. Practically speak
ing, a specific rate cannot be computed.
This is not to suggest, however, that the
problem should be ignored. In the audit
decision process the auditor is, in fact,
seldom able to quantify the examination
results. For example, the auditor evaluates
and tests the internal controls of a firm,
but the results are measured in subjective,
not in quantitative, terms. Likewise, the
auditor must differentiate between factors
affecting the level of non-sampling errors
even if this level cannot be measured pre
cisely.

Factors Affecting the Level
of Non-Sampling Errors
Initially the auditor must evaluate the
sophistication of the group to which the
confirmation requests are being sent. It
stands to reason that an auditor dealing
with an audit client who is a wholesaler
and whose customers consist totally of

medium to large-size business firms could
expect a better response than an auditor
dealing with non-business debtors. Other
recipient segmentations can be made by
the auditor.
Another factor influencing the degree of
non-sampling errors is the relative size of
the individual amounts being circularized.
Again, it is reasonable to conclude that the
more significant the account balance, the
more likely a recipient of a receivable con
firmation request is to detect an error. This
belief has been confirmed by the research
of Davis, Neter and Palmer which was
similar in approach to the previously men
tioned research projects. They concluded
that “the reliability of the confirmation
procedures was higher for large accounts
than for small accounts."8
Based on these factors the auditor must
determine whether the possibility of
non-sampling errors exists. If it is believed
that such errors exist, they must be pro
vided for in the confirmation approach.
Based on the research findings mentioned
above a 50% rate may not be too conserva
tive. From this starting point the auditor
must then tailor the rate to the particular
audit client based on some of the factors
discussed earlier.

Summary
It should be obvious at this point that the
confirmation procedure is, indeed, a use
ful audit technique, but that it must be
used with due professional care. Only by
recognizing the limitations of this tech
nique can the auditor apply it in a manner
that will meet her/his needs.
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